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Introduction
The Department of Finance has been required to provide a tax expenditure report to the 
Legislature since 1971. Chapter 1762, Statutes of 1971, required that a biennial report 
be submitted to the Legislature. Chapter 268, Statutes of 1984, increased the reporting 
frequency from once every two years to once a year. Chapter 49, Statutes of 2006, 
required the report to include each of the following:

A comprehensive list of tax expenditures exceeding $5 million. Q

The statutory authority for each provision. Q

A description of the legislative intent of each tax expenditure, if specified in the  Q

enacting legislation.

The sunset date of each provision. Q

The beneficiaries of the provision. Q

An estimate of the state and local revenue loss for the current and two subsequent   Q

fiscal years.

For personal income tax expenditures, the number of taxpayers and returns affected  Q

for the most recent tax year.

For corporation and sales tax expenditures, the number of returns or businesses   Q

affected for the most recent year for which data is available.

A listing of any comparable federal benefit.  Q

A description of any tax expenditure evaluation or compilation of information completed 
by any state agency since the last tax expenditure report by the Department of Finance.

This report fulfills the Department’s statutory requirement pursuant to Government 
Code Section 13305  

Definitions
There is no absolute rule for defining tax expenditures, and the concept of a “tax 
expenditure” can be defined in several different ways. Section 13305 defines tax 
expenditure as “a credit, deduction, exclusion, exemption, or any other tax benefit  
as provided for by the state.” 

Although broad, this definition does exclude several provisions of the tax law from 
classification as tax expenditures.
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Because the basic structure of each tax is used as the starting point for determining   Q

what constitutes a tax expenditure, elements of the basic tax structure that exempt 
certain groups are not considered tax expenditures. For example, the sales tax is 
imposed on retailers for the privilege of selling tangible personal property at retail. 
According to its basic definition, California’s sales tax does not apply to sales or leases 
of real property, sales of services, wholesale transactions, or sales of securities and 
insurance. These exemptions are therefore not considered tax expenditures.

The net operating loss (NOL) deduction levels the playing field for firms with volatile  Q

and steady income, and is also not considered a tax expenditure for this report. For 
example, consider two firms, one with a $100 loss in year one and a $300 gain in year 
two, the second with a $100 gain in each year. Without a NOL deduction, over the two 
years, the first firm would report $300 taxable income, while the second would report 
$200, even though each had $200 net income.

Across-the-board tax rate reductions do not represent tax expenditures. Tax  Q

expenditures resulting from changes in the rate structure only exist if different sets  
of rates are applied to a similar base.

Progressive rate structures do not constitute tax expenditures. The basic structure   Q

of California’s income tax is progressive. For that reason, application of different  
tax rates to different income levels is a basic characteristic of the tax and does not 
represent a tax expenditure.

Exemptions or exclusions required by the U.S. Constitution, the California Constitution,  Q

or federal laws are not considered tax expenditures.

Changes in tax law that alter penalties or interest or that accelerate or defer tax  Q

payments are generally not considered tax expenditures unless they are very  
narrowly targeted.

However, the definition of “tax expenditure” is subject to debate, and there is no single 
rule for determining what constitutes an element of the basic tax structure. For this 
reason, this report may exclude items that are included in other tax expenditure reports 
and vice versa.

Tax expenditures that have expired even though carry forwards from old credits can still 
be used, such as the Manufacturers’ Investment Credit, are not included in this report. 

 
Why Adopt Tax Expenditures
Tax expenditures may be classified into the following four broad groups:

Those which conform California tax law to federal provisions. Q

Those intended to remove perceived inequities in the basic tax structure. Q

Those intended to ease tax administration. Q

Those which grant targeted tax reductions through exemptions, credits,   Q

deductions, or exclusions.
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There are several differences between tax expenditures and direct expenditures  
(those authorized through the budget process). First, tax expenditures are reviewed less 
frequently than direct expenditures once they are in place. This can offer taxpayers more 
certainty than if tax expenditures were subject to annual review, but can also result in tax 
expenditures remaining in the tax code long after outliving usefulness.

In general, there is also no control over the amount of foregone revenue that results from a 
tax expenditure once that provision has become part of the tax code. Finally, the vote 
requirements for tax expenditures and direct expenditures are different. Tax expenditures 
that are adopted legislatively (except those adopted as urgency measures) require 
approval by a simple majority of both houses of the Legislature. A two-thirds vote is 
required for budgetary appropriations.

 
Revenue Estimates
The estimates listed in this report are intended as a general indication of revenue losses 
from tax expenditure programs. In general, revenue estimates for the Personal Income 
Tax and Corporation Tax Laws are easier to quantify than those for the Sales and  
Use Tax Law. Personal income and corporation tax returns contain significant detail 
regarding different sources of income and types of exemptions, exclusions, deductions, 
and credits claimed. Thus, tax return data are often available when estimating the fiscal 
impact of various income and corporation tax expenditure programs. In contrast, returns 
filed by taxpayers under the Sales and Use Tax Law contain little specific information 
regarding items purchased from individual retailers. For this reason, independent data 
sources must be used when estimating the revenue impacts of various sales tax 
expenditure programs, and the precision of these estimates can be lower than those  
for the Personal Income Tax and Corporation Tax Laws.

In addition, certain estimates under all of the tax laws for which tax expenditure costs 
are cited can be subject to significant margins of error due to data limitations. Other 
factors complicating this report’s estimates include the effects of tax law interactions 
and taxpayer reactions to changes in tax law. Therefore, while the report displays the 
total value of the major identified expenditures within each major tax, these figures are 
best viewed as illustrative only. The fiscal impact of individual tax expenditures cannot 
be summed to generate the total fiscal impact of all tax expenditures due to the 
complicating factors of tax law interactions and taxpayer behavioral responses.

With the exception of the deduction for charitable contributions, the revenue loss for  
tax expenditures that are included in both Corporate and Personal Income Tax Laws  
are shown under the tax with the greatest revenue loss. For Subchapter S corporation 
treatment, the revenue gain under the personal income tax is netted against the loss  
for the corporation tax and the result is shown under the corporation tax.
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State Revenue Losses
Personal Income Tax The Personal Income Tax Law includes the vast majority of all  
tax expenditure programs approved to date. It is estimated that tax expenditures will 
reduce 2009-10 Personal Income Tax revenues by approximately $29 billion.

Sales and Use Tax The Sales and Use Tax Law contains identifiable state tax 
expenditures worth about $8 billion in 2009-10. Examples of these include food; 
prescription medicines; gas, electricity, and water delivered through mains; farm 
equipment; fuel sold to common carriers; and rental of linen supplies.

Corporation Tax Fiscal year 2009-10 tax expenditures in the corporation category 
amount to about $4 billion. Examples of these expenditures include provisions for  
S corporations, water’s edge election, provisions for research and development, and 
special treatment for economically depressed areas.

Other Taxes  Remaining tax expenditure programs are estimated to reduce revenues in 
the range of $90 million annually. Much of this revenue loss results from aircraft jet fuel 
used by common carriers and the armed services, sales of cigarettes to governmental 
agencies, and diesel fuel used by transit districts and schools.

 
Local Revenue Losses
The revenue losses to local governments are also shown for the sales tax and the 
property tax. Property taxes are local taxes, and the legislative exemptions or 
preferential provisions do not constitute state tax expenditures. Nonetheless, they 
impact state finances because local tax exemptions reduce property tax allocations  
to schools. Under school finance law, the state is generally required to provide the 
difference in funding between local property tax allocations and school districts’ 
revenue limits. Consequently, each dollar of property tax revenue foregone by schools 
results in additional state funding through the school apportionment process.  
Passage of Proposition 98 in November 1988 further impacts state school financing  
by establishing minimum funding levels for public schools and community colleges, 
based on both property taxes and state funding under what are known as the Test 2 
and 3 formulas. However, under Test 1, property taxes allocated to schools and 
community colleges are not part of the guaranteed funding level.

Local government revenue losses from identifiable property tax exemptions are 
estimated to be in excess of $100 million, while losses from sales tax expenditures  
are estimated to be in the range of $5 billion.

 
Unidentifiable Revenue Loss Areas
It is not always possible to quantify the revenue loss of a particular tax expenditure. 
Fortunately, in most instances, those tax expenditures whose revenue impact cannot 
be estimated represent unique situations and probably do not result in significant 
revenue losses. Some examples of tax expenditures for which revenue losses cannot 
be quantified include sales tax exemptions for livestock and for meals furnished by 
institutions, and property tax exemptions for intangibles and air carrier ground time.
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Legislative Intent
This report includes the legislative intent of the tax expenditure when that intent was 
specified in the enacting or amending legislation. 

 
Other Tax Expenditure Reports
The Legislative Analyst’s Office (LAO) released the following tax expenditure  
publications since this report was last updated in September 2008:

Overview of the Governor’s Special Session Proposals Q  was released in November 
2008. In addition to assessing the Administration’s proposed budget solutions 
for the Special Session, it also presents the LAO’s budget options which include 
amending a number of tax expenditure items: namely, dependent exemption 
credit, senior exemption credit, small business stock exclusion, and exclusion  
for like-kind exchanges.

2009-10 Budget Analysis Series: Revenues Q  was released in February 2009.  
The publication presents in the LAO’s evaluation of the Administration’s proposed 
revenues options included in the 2009-10 Governor’s Budget. In addition, it also 
lists the LAO’s revenue options which include amending 12 tax expenditure items  
in personal income tax, corporation tax, and sales and use tax.

Overview of the 2009-10 May Revision Q , which was issued in May 2009, presents  
the LAO’s assessment of the Administration’s May Revision to the 2009-10 
Governor’s Budget. The publication also presents LAO’s revenue options which 
include amending 10 tax expenditure items.

These publications can be accessed on the Internet at www.lao.ca.gov under  
“Products” in “Publication Database.”

The Franchise Tax Board released an update of their report, California Income Tax 
Expenditures, Compendium of Individual Provisions, covering personal income tax  
and corporation tax expenditures in December 2008. This report can be accessed  
on the Internet at www.ftb.ca.gov under “About Us” in “Reports, Plans & Statistics.”

The Board of Equalization released an update of its Publication 61 in January of 2007 
Sales and Use Taxes: Exemptions and Exclusions. The Board expects to release a  
new update of this publication before the end of 2009. This report can be accessed  
on the Internet at www.boe.ca.gov in “Forms and Publications.”  
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